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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

RUME, Judge: Respondent determ ned a deficiency of $40,092
in petitioners’ joint 1994 Federal inconme tax. The issue for
decision is whether petitioners may deduct or nust capitalize
| egal and consulting fees incurred in maintaining a | awsuit

agai nst the seller of a hotel that they had previously purchased.
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. Petitioners resided in
Gold Run, California, at the time they filed their petition.

In 1990, petitioners were interested in finding investnent
property. Petitioners saw a brochure advertising the Truckee
Hotel, located in Truckee, California, near Lake Tahoe, for the
price of $1.2 nmillion. The brochure included sonme financial and
roomrental information regarding the hotel. At that tine, the
Truckee Hotel was owned by the Meglin Hotel Partnership (MHP)
CGerhard Meglin (M. Meglin) was the general partner of MHP and
owned an 82-percent interest in the partnership.

On February 20, 1991, petitioners executed a “Comerci al
Real Estate Contract and Receipt for Deposit” (real estate
contract) offering to purchase the Truckee Hotel for $1.2
mllion. M. Mglin mde a counteroffer, and the parties
ultimately agreed on the terns of the sale.! The real estate
contract required M. Meglin to provide inconme and expense
statenents for the hotel for 1989, 1990, and 1991. The
statenents were to be based on records maintained in the ordinary
course of business and used in the conputation of Federal and

State incone tax returns. The statenents were to be prepared

The purchase price remained at $1.2 mllion.
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according to generally accepted accounting principles to provide
adequate, detailed information to the buyer and were to include
applicable tax returns. During escrow, M. Meglin provided
petitioners with income and expenses statenents for the Truckee
Hotel for 1988, 1989, and 1990. He also provided MHP' s
partnership returns for 1988 and 1989 but not for 1990 because
that return had not yet been filed. Petitioners did not hire an
appraiser to | ook at the property or anyone who was famliar with
the hotel industry to |ook at the books of the hotel during this
tine.

Petitioners noticed that there were inconsistencies between
the financial information contained in the advertising brochure
and the financial information provided by M. Meglin during
escrow. For exanple, the advertising brochure overstated the
1988 and 1989 net incone. Additionally, although the inconme and
expense statenents provided included no repair expenses, MIP had
cl ai mred expenses for repairs on its partnership tax returns.
After corresponding with M. Meglin concerning the
i nconsi stencies, petitioners ultimately proceeded with the
purchase on the terns previously agreed to by the parties. The
sale of the Truckee Hotel to petitioners closed on April 4, 1991.
Petitioners paid a portion of the purchase price in cash and

executed a pronissory note for the balance of $870, 000.
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Approximately 1 year after petitioners’ purchase of the
Truckee Hotel, the county hotel tax assessor asked petitioners
for a “Revenue Forecast” of their roomrevenues and room
occupancy taxes that the county could use for budgeting purposes.
Petitioners obtained copies of transient occupancy tax returns
that had previously been filed for the hotel. Petitioners
di scovered that the gross receipts listed on the returns were
| ess than those shown on the docunments provided by M. Meglin
during escrow. The actual gross receipts received by petitioners
fromoperating the hotel were |ess than they had anti ci pated.

On May 10, 1993, petitioners filed a conplaint for damages
in the Superior Court of the State of California against MHP and
M. Meglin alleging breach of contract, intentional
m srepresentation, and negligent m srepresentation. Petitioners
all eged that M. Meglin breached the real estate contract by
providing petitioners with false, incorrect, or inconplete
financial statenents showi ng that the inconme of the hotel was
greater than it was, which proximately resulted in petitioners’
suffering damages for the difference between the purchase price
and actual value of the hotel at the tine of sale and the
di fference between the reasonable projected profit of the hotel
and the actual incone. Petitioners further alleged that M.
Meglin intentionally m srepresented the incone and expenses of

the hotel, which induced petitioners to purchase the hotel for a
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price in excess of its worth and caused themto suffer damages
for this difference in value and the difference between the
represented i ncone of the hotel and the actual incone of the
hotel. Finally, petitioners alleged that M. Meglin negligently
m srepresented that the Truckee Hotel had the inconme and expenses
for 1989, 1990, and 1991, as listed in the incone and expense
statenents, which proximtely caused petitioners to purchase the
hotel for a price in excess of its worth and suffer damages for
the differences between the purchase price and actual val ue of
the hotel and the represented incone and the actual incone of the
hot el .

The matter was referred to nonbinding arbitration, and a
hearing was held on April 14, 1994. During arbitration,
petitioners sought the foll owi ng danages: (1) $612,000 for the
di fference between the purchase price and the actual value of the
property at the tinme of sale; (2) $343,437.27 for lost profits
based on the financial information provided by M. Meglin; (3)
$338, 000 for ampunts reasonably expended in renovation of the
hotel based on M. Meglin’s representations; (4) attorney’s fees
and costs; and (5) punitive and exenplary damages. The
arbitrator found that the incone represented by M. Meglin in the
i ncome and expense statenments was accurate but that the
representati ons nade regardi ng operati ng expenses were carel ess

at best and grossly negligent at worst. The arbitrator found
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t hat al t hough petitioners reasonably relied on M. Meglin's
representations, they failed to prove by a preponderance of the
evi dence that they sustained danages as a direct result of the
breach of contract or m srepresentations. The arbitrator
concluded that petitioners were not entitled to any damages for a
| oss of value of the property because petitioners did not neet
their burden of showi ng that the alleged | oss of value was a
proxi mate and direct result of M. Meglin' s m srepresentations.

Petitioners decided to proceed with litigation, and a trial
was schedul ed for July 1994. 1In June 1994, petitioners hired
Arthur Gmmy International to prepare an appraisal report for the
Truckee Hotel. The stated purpose of the appraisal was “to
estimate the fair market val ue of the whole property on the date
of the sale as well as the investnent value of the estate sold
subject to pre-existing financing.” The report stated that the
val ue of the property at the tine of the sale was $800, 000.

In July 1994, the parties to the litigation entered into a
mut ual rel ease and settlenent agreenment. Under the terns of the
agreenent, M. Meglin agreed to pay petitioners the sum of
$271,473.95 by releasing them from $271, 473. 95 of the anount owed
under the ternms of the prom ssory note executed in connection
with the sale of the hotel

Petitioners paid | egal and consulting fees in connection

with the lawsuit against MHP and M. Meglin. On the Schedul e C,
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Profit or Loss From Business, attached to their 1994 Form 1040,
U.S. Individual Incone Tax Return, petitioners deducted $82,971
for legal and professional services and $17,712 for consulting.
These anmounts included costs for |egal counsel, accounting work,
and the appraisal.

Respondent’ s exam nation of petitioners’ 1994 return
commenced in January 1997. On March 3, 2000, respondent issued
petitioners a notice of deficiency determ ning that petitioners’
deductions for legal and consulting fees were not deductible
because the fees were incurred in connection with the
establ i shnment of the purchase price of the Truckee Hotel.

OPI NI ON

The issue for decision is whether | egal and consulting fees
incurred in maintaining a | awsuit against a seller of property
are deductible as ordinary and necessary busi ness expenses under
section 162.2 Respondent contends that the |l egal and consulting
fees nust be capitalized pursuant to section 263(a) because they
arose out of, and were incurred in connection wth, petitioners’
acqui sition of the Truckee Hotel, a capital asset.® Petitioners
argue that capitalization is not required because: (1) The fees

wer e postacquisition expenditures not related to the purchase of

2Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue.

%Petitioners do not dispute that the Truckee Hotel was a
capital asset.
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the hotel; (2) the origin of the claimwas not the purchase
agreenent; and (3) acquisition costs are required to be
capitalized only when a new asset is acquired or the costs extend
the life or increase the value of the asset.

Deductions are a matter of |egislative grace, and the
t axpayer bears the burden of proving the entitlenment to any

deduction clainmed.* |INDOPCO Inc. v. Conmissioner, 503 U S. 79,

84 (1992); New Colonial lIce Co. v. Helvering, 292 U S. 435, 440

(1934). Section 162(a) allows a deduction for ordinary and
necessary busi ness expenses paid or incurred during the taxable
year in connection with the carrying on of a trade or business.

Conmi ssioner v. Lincoln Sav. & Loan Association, 403 U. S. 345,

352 (1971). Expenses incurred in defending a business and its
policies fromattack are generally deductible as ordinary and

necessary business expenses. E.g., Comm ssioner v. Tellier, 383

U S 687 (1966); Comm ssioner v. Heininger, 320 U. S. 467 (1943);

Am Stores Co. & Subs. v. Comm ssioner, 114 T.C 458 (2000). On

the ot her hand, no current deduction is allowed for capital

“'n certain circunstances, if the taxpayer introduces
credi bl e evidence with respect to any factual issue relevant to
ascertaining the proper tax liability, sec. 7491 pl aces the
burden of proof on the Secretary. Sec. 7491(a). Sec. 7491 is
effective with respect to court proceedings arising in connection
w th exam nations comrencing after July 22, 1998. Interna
Revenue Service Restructuring and Reform Act of 1998, Pub. L.

105- 206, sec. 3001(c), 112 Stat. 727. The examnation in this
case commenced in January 1997; thus, sec. 7491 is not
appl i cabl e.
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expenditures. Sec. 263(a); INDOPCO, Inc. v. Conm Ssioner, supra

at 83.
“A particular cost, no matter what its type, may be
deductible in one context but may be required to be capitalized

in another context.” Am Stores Co. & Subs. v. Commi ssioner,

supra at 469. An expense that m ght otherwi se qualify as
currently deductible nust be capitalized when it: (1) Creates or
enhances a separate and distinct asset; (2) produces a
significant future benefit; or (3) is incurred in connection with

the acquisition of a capital asset. Lychuk v. Comm ssioner, 116

T.C. 374, 385-386 (2001) (and cases cited therein).

Capital expenditures are not |limted to the actual price
that the buyer pays to the seller for the asset but include the
paynment of |egal, brokerage, accounting, appraisal, and other
ancillary expenses related to the asset’s acquisition. 1d. at
389. \Whether legal costs are incurred in connection with the
acqui sition of a capital asset depends on whether the origin of
the claimlitigated is the process of the acquisition itself.

Whodward v. Conm ssioner, 397 U S. 572, 577-578 (1970); Berry

Petrol eum Co. & Subs. v. Commi ssioner, 104 T.C. 584, 618-619

(1995), affd. wi thout published opinion 142 F.3d 442 (9th Cr
1998). Under the origin of the claimtest, the nature of the
transaction out of which the expenditure in controversy arose

governs whether the itemis a deductible expense or a capital
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expenditure, regardl ess of the payor’s notives in making the

paynment. Wodward v. Conm ssioner, supra at 578; Am Stores Co.

& Subs. v. Conmi ssioner, supra at 470.

Petitioners contend that the I egal and consulting fees were
not incurred in connection with the acquisition of the Truckee
Hot el and shoul d be all owabl e as a current deducti on.

Petitioners enphasize that the lawsuit did not begin until 2
years after they purchased the hotel, and the settlenment was not
reached until 3 years after the purchase. Petitioners claimthat
M. Meglin did not have any cash resources, and their only
recourse avail able was the reduction of the purchase price.
Petitioners naintain that the adjustnent of the purchase price is
not determ native because all facts and circunstances nust be
consi der ed.

The fact that legal costs are incurred after a capital asset
is acqui red does not necessarily nmean that the costs were not
incurred in connection with the acquisition of the asset. In

United States v. Hlton Hotels Corp., 397 U S. 580, 584 (1970),

the Suprene Court noted that the prior passage of title in the
underlying stock acquisition was “a distinction without a

di fference” in deciding whether costs of litigation arose out of
the process of acquisition. This Court reached a simlar result

in Am_ Stores Co. & Subs. v. Conm ssioner, supra (legal fees

incurred in defending against antitrust suit filed after stock
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purchase were capital expenditures because they arose out of, and
were incurred in connection with, acquisition of stock). See

al so Berry Petroleum Co. & Subs. v. Comm ssioner, supra (costs

incurred in defending lawsuit filed after nmerger were capital
expendi tures because lawsuit had its origins in the process of

acquisition culmnating in the nmerger); \Wagner v. Conmm Ssioner,

78 T.C. 910 (1982) (legal fees incurred by seller of stock to
def end agai nst | awsuit by purchaser were capital expenditures

because the origin of the claimwas the sale); Redwood Enpire

Sav. & Loan Association v. Conm ssioner, 68 T.C. 960 (1977)

(amount paid to settle lawsuit brought by fornmer owners of
property, and legal fees incurred in connection therewith, were
capital expenditures), affd. 628 F.2d 516 (9th Cr. 1980).

In the instant case, petitioners sought damages from MHP and
M. Meglin related to the purchase of the Truckee Hotel. During
arbitration, petitioners sought specific danage anounts for the
di fference between the purchase price and the actual value of the
hotel, lost profits, and renovation costs. During the course of
litigation, petitioners had an apprai sal done to determ ne the
fair market value of the property as of the date of purchase.
The appraisal indicated that petitioners paid a price
substantially in excess of the fair market value. As part of the
rel ease and settl enent agreenent, M. Meglin agreed to reduce the

anount owed on the promissory note for the hotel by $271, 473. 95;
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thus, the lawsuit essentially resulted in a redeterm ned purchase
price for the hotel. Overall, the evidence reflects that the
| egal and consulting fees were incurred in connection with the
acqui sition of the hotel and were directly related to the
pur chase price.

Petitioners argue that the | egal and consulting fees
originated fromthe m srepresentati ons made by M. Meglin as to
t he expected average annual incone of the hotel and were not
related to the purchase of the hotel. Petitioners represented
during their lawsuit against MHP and M. Meglin that they were
seeki ng damages to recover the difference between the purchase
price and the fair value of the hotel, as well as lost profits.
Petitioners ultimately settled their lawsuit in exchange for the
di scharge of a portion of the amobunt owed under the purchase
agreenent. The evidence indicates that the | egal and consulting
fees incurred were a result of petitioners’ ultimte desire to
recover the amount they felt they had overpaid to purchase the
hotel. Thus, the origin of the claimin this case was the

purchase of the hotel.®

5I'f petitioners had sought and recovered damages solely on
the basis of lost profits incurred in reliance on M. Meglin's
m srepresentations, then it appears that such damages m ght
constitute ordinary inconme and the legal fees incurred in
recovering the damages m ght not be directly related to the
acquisition of a capital asset. However, petitioners’ own
representations in the lawsuit against MHP and M. Meglin, as
well as their representations in this proceeding, indicate that

(continued. . .)
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Petitioners’ reliance on Freeland v. Conm ssioner, T.C.

Meno. 1986-10, is msplaced. In that case, the taxpayers
incurred litigation expenses in a wongful foreclosure action
resulting fromthe taxpayers’ declaration of default on a

prom ssory note, their exercise of an option to accelerate
installnments, and their initiation of foreclosure proceedi ngs.
Nei ther party to the litigation was seeking to adjust the
purchase price of the sales agreenent; rather, the purpose of the
forecl osure action was to nove title to the property from one
party to another. W found that the kind of transaction out of
which the litigation arose was the foreclosure action, not the
original acquisition of the property. However, because the
taxpayers ultimately were the successful bidders at the
foreclosure sale, we held that all of their litigation expenses
were attributable to the reacquisition of title and were not
currently deductible. The instant case is distinguishable
because petitioners incurred legal fees naintaining a lawsuit to
recover damages from M. Meglin for m srepresentati ons which

caused petitioners to pay an inflated price for the hotel.

5(...continued)
t hey sought and recovered damages to conpensate themfor the
di fference between the purchase price of the hotel and the fair
mar ket value of the hotel at the tinme of sale. Petitioners have
made no attenpt in the instant case to allocate the $271, 473. 95
reduction in the amount owed under the prom ssory note anong the
di fference between purchase price and actual value of the hotel,
| ost profits, and renovati on costs.
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Unli ke the taxpayers in Freeland, the kind of transaction out of
which the litigation arose was petitioners’ original acquisition
of the hotel, and the litigation essentially resulted in a
reduced purchase price for the hotel.

Finally, petitioners claimthat acquisition costs are only
required to be capitalized when a new asset is acquired or the
costs extend the life or increase the value of the asset.
Petitioners contend that because the Truckee Hotel was
substantially overvalued at the tine of purchase and its
capitalized val ue remai ned substantially in excess of its fair
mar ket value after the settlenment agreenent, there was no
increase in the life or value of the hotel as a result of the
[itigation.

We recently rejected the argunent that acquisition costs are
capitalizable only if they create or add value to a capital

asset . In Lychuk v. Conmm ssioner, 116 T.C at 413-414, we

st at ed:

we disagree wwth * * * [the taxpayers] that acquisition
costs are capitalizable under section 263(a) only if
they create or add value to a capital asset. |In Dustin
v. Conmm ssioner, 467 F.2d 47, 49-50 (9th Cr. 1972),
affg. 53 T.C. 491 (1969), the taxpayer was a
sharehol der of an S corporation (Capitol) that agreed
to acquire the stock of a conmpany that owned and
operated radio station KGws. In 1961, Capitol incurred
$12,460 of legal, engineering, and accounting fees in
connection with the transfer to Capitol of control of
station KGW radio-broadcasting license. The taxpayer
deducted his proportionate share of these expenses, and
t he Comm ssioner disallowed the deduction asserting
that the expenses were capital expenditures. The
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t axpayer argued in this Court that he coul d deduct

$10, 960 of the expenses because they were attributabl e

to a hearing held by the Federal Conmunications

Comm ssion on this matter and did not add any value to

the acquired stock. W disagreed with the taxpayer

that any of these anmounts were currently deducti bl e.

On appeal, so did the Court of Appeals for the Ninth

Crcuit. According to that court: “The expenditures

connected with the acquisition of the broadcast |icense

were no less capital in character because they did not

t hensel ves contri bute additional and specific financial

value to the |license being sought. The inportant fact

is that the expenditures were nmade for the purpose of

acquiring a capital asset.” * * * [Fn. ref. omtted.]
We noted that the test for capitalization does not hinge on the
anount of value added to property but |ooks at the nature of the
expense itself. 1d. at 414. W concluded that “Wen the nature
of an expenditure bears a direct relation to the acquisition of a
capital asset * * * the expenditure nust be capitalized.” |[d.

Petitioners acquired a capital asset. Petitioners
subsequent |y discovered that they paid nore for the asset than it
was worth. Petitioners initiated a |lawsuit against MHP and M.
Meglin and sought to recover damages on the grounds that
m srepresentations by M. Meglin had caused themto pay nore than
the hotel was worth. Petitioners and M. Meglin eventually
entered into a rel ease and settl enent agreenent whereby

petitioners’ obligation under the prom ssory note executed for
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t he purchase of the hotel was decreased by $271,473.95.%° On the
basis of the evidence in the record, we find that the |egal and
consulting fees arose out of, were incurred in connection wth,
and were directly related to, the acquisition of the Truckee
Hotel, a capital asset. Accordingly, we hold that the fees at

i ssue nmust be capitalized.

Deci sion will be entered

for respondent.

5The settl enent agreenent essentially resulted in a reduced
purchase price for the Truckee Hotel. It appears that the

reduction in the purchase price would decrease petitioners’ basis
in the hotel.



